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This paper will focus in presenting the economical situation of Spain from the time of entering 
the Euro. During the explanation the primary focus would be to understand the situation from 
a methodological perspective with the use of theory.  
The theoretical framework will explain Spain’s present fiscal austerity and the most suitable 
policy recommendations on the present economic crisis.  
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1. Introduction  
When Spain joined the euro in 1999, its level of productivity in manufacturing was about 63.6 
per cent of Germany’s. Over the next 10 years, productivity grew at about the same rate in 
both countries, so that by 2009 the ratio was about the same: 63 per cent (Weisbrot 2011:1). 
Hourly wages in manufacturing also increased by about the same amount in both countries, so 
Germany kept its large, productivity-based cost advantage over Spain. Of course, this 
arrangement has worked out much better for Germany – during the upswing from 2002-2007, 
more than 120 per cent of Germany’s growth was due to exports – with most of these exports 
going to other Euro zone countries (Weisbrot 2011:1). 
In similar Spanish economy was also among those that have benefited the most from 
Economic and Monetary Union (EMU) membership as it exports deliberately increased 
towards the member states that shared SEA (Single European Market). But the long upturn in 
which the benefits materialised has ended in a process of adjustment in a markedly adverse 
setting. From the mid-1990s to 2007, the Spanish economy enjoyed a phase of sustained but 
unbalanced economic growth in which real convergence with the core EMU member 
countries advanced notably (GDP per capita relative to the EMU average increased by more 
than 15 pp. from 79% to 95%) and in which the labour force and employment grew by almost 
6 million (approximately 35%) and over 7.5 million (almost60%), respectively. 
Now back to Spain’s decade of experience with the euro. The adoption of the euro along with 
development opened up a period of bubble growth, with big capital inflows from other 
European countries, and the country experienced a vast run-up in the stock market and a huge 
housing bubble. Spain’s economy grew by a third between 1999 and 2007, and its net public 
debt fell to just 26.5 per cent of GDP in 2007. But it was bubble-driven growth: The stock 
market peaked at 125 per cent of GDP in November 2007 and dropped to 54 per cent of GDP 
a year later. A housing bubble increased construction from 7.5 per cent to 10.8 per cent of 
GDP $2000-2006$, and housing starts dropped by 87 per cent.  
This is due to significant imbalances that were built up in the period 1999-2007, ultimately 
resulting in an inevitable adjustment. Firstly, low interest rates and favourable financial 
conditions prompted strong growth in corporate and household credit & debt. Secondly, the 
continuous pressure of demand exceeded the responsiveness of the productive system, in spite 
of the significant structural transformations made and of the notable expansion in the labour 
factor, generating a positive inflation differential with the rest of the euro area that resulted in 
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a strong appreciation of the real exchange rate, an erosion of price-competitiveness and a 
sharp increase in foreign debt. Finally, easy credit and demographic pressure fuelled a 
property boom, with surging house prices and an excessive concentration of productive 
resources in the construction sector. 
The contributing reason was the short term  interest rate which was last reported at 0.75 per 
cent(Trading Economics 2012:1).Historically, from 1998 until 2012, Spain interest rate 
averaged 2.7 per cent reaching an all-time high of 4.8 Per cent in October of 2000 and a 
record low of 0.8 Per cent in July of 2012. The Euro area benchmark interest rate stands at 
1.00 per cent. In the Euro area, interest rate decisions are taken by the governing council of 
the European Central Bank. The primary objective of the ECB’s monetary policy is to 
maintain price stability on the basis of conditionality. The ECB’s Governing Council has 
defined price stability as "a year-on-year increase in the ‘Harmonised Index of Consumer 
Prices (HICP) for the Euro Area of below 2 %’( ECB 2013). This might be problematic, as 
when a country experiences a good economy there is need for a HICP to go +/- 2% making it 
more flexible and to avoid crisis related issues.  
Economies that perceive a bubble growth possess an independent nature as the growth is 
singular and is not related to other factors of potential growth. An investor that seeks a 
potential economy at least expects its investments to yield at a normal rate. But a barrier can 
be put by increasing the interest rates. If the interest rates increase the public loses money and 
the value of the assets automatically increase for future generations; meaning that future 
generations would have to buy the same property at a much higher price.  
This critical situation of Spain raises awareness for present fiscal austerity and future 
carefulness over financial interventions that should be avoided.  
It is to say that there is certain way world practices fiscal austerity in terms of crisis and is 
often based on a theoretical view, that subsidizes reality for theory and implementation takes 
place. Implementation in harsh forms is seen in Spain where the perceived European standard 
of living promised by the EU is seen at its lowest levels. This is a sacrifice of European public 
sphere that have never dreamed to face these situations. 
Having this background it can be said that Spain after entering the EMU has benefited.  
However, that has changed and it might be that the problems are not endemically created but 
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instead are exogenous of nature. But in order to face problems that are either exogenous or 
endogenous, does EU possess the parameters that can stabilize the situation is questionable. 
 In addition there is a lot of uncertainty in understanding the factors that is the cause for such 
crisis; a major argument is that Euro in a cyclical pattern has averted risk to the countries that 
have adopted it (eFx News 2012). The pertaining reasons on explaining the situation can be as 
follows; 
1. A funding problem in one of the 
peripheral countries arises; 
2. Policy makers engage in 
brinkmanship with the core 
demanding austerity and the 
periphery demanding bailout; 
3. The markets start to melt down; 
4. Policy makers do just enough to 
satisfy the markets, but not cure the 
underlying problem. 
There is a certain level of uncertainty of what would prove Spain further stability basing on 
the facts and on how stability can be achieved.  
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2. Problem Formulation 
In accordance with the requirements this research involves in, the research question is 
formulated as; 
Two different views found after Spain entering the Euro ? 
2.1 Research Questions  
In relation to the formulated question above the research questions that emphasize specificity 
and detail are; 
What theoretical foundation is seen in understanding the economical condition of Spain?  
How can the present economic development fostered according to the Keynesian? 
3. Methodology  
The methodological section would create a balance between both reality that is supported by 
critical realism and logical positivism that would try to add strength to the critical views.   
These both dimensions tend to explain the weakness in economics and its development during 
the years. They also lay emphasis on how one should understand economics, the analytical 
level and realist’s assumptions. There functionality, factors of considerations and the flaws in 
detail. The methodological section to a large extent will talk about the matter of relevance.  
3.1 Critical Realism  
A positive attribute about critical realism is that it has different dimensions that are at 
different levels. First society, administrative and a political level; political level and 
administrative level usually determines the future choices for the public. And from critical 
realists perspective the reasoning given to a person’s actions are indeed chosen and they have 
a possible account of their actions results.  Meaning that an intentional result is expected but 
on the other hand can face contradictions as they are state-centred controlled? But people in 
accordance with the provided provisions seem to assume that there is a bright future ahead.  
The provided provisions don’t provide people with the necessary knowledge and the openness 
of socio-economic world suggests that the objects of such knowledge are unlikely to be event 
regularities.  
A major flaw underlined by the critical realists is that people’s actions are informed and 
guided by their knowledge of non-empirical social structures (Lewis 2004:4). For instance 
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here the guidance is provided in the form of enabling economic actors to secure a degree of 
control over their future income and expenditure (in the case of households – Spain) and 
revenues and costs (in the case of firms – interest rates), thereby providing them with a 
measure of assurance about the future down completely and so do not give rise to stable event 
regularities (there always remains the possibility, sometimes realised, that one or more parties 
will unexpectedly renege on their contractual commitments, long-term contracts in 
conjunction with the broader network of institutions and rules that constitute the legal system) 
do provide people with enough confidence in the consequences of their actions to facilitate 
intentional agency. In a similar vein, money is a social institution that both serves to facilitate 
economic calculation and also enables people to deal with the vagaries of an uncertain future 
by providing them with the liquidity required to deal with unforeseen obligations and 
opportunities (Runde 1993:388-93; Lawson 1998: 357-62; McKenna and Zannoni: 2000-1).  
The above provided conceptions on approach towards economics has a historical variation 
too, thereby lack of relevance is seen. For instance, historically given social structures 
influence current activity because at any particular instant in time the material and cultural 
resources required to prosecute particular courses of action and are distributed unequally 
between various positions depending on their location in these social hierarchies, then, people 
are endowed with an historically given array of resources, which in turn constitutes an 
ontologically irreducible influence on their current ability to further their interests( Lawson 
1997: 257; Porpora 1998:349-52). Antecedent social structures, and the distribution of vested 
interests and resource they embody, comprise the social context in which people must act. 
Given that such structures are external to an autonomous from the current cohort of agents, 
they exert an irreducible causal influence on current activity.  As a conclusion, pre-existing 
social structures and current human agency occurring in historical time; pre-existing social 
structures poster the conditionality present under the already existing agreements. (Lewis 
2004:7-9).   
3.2 logic positivism 
Realism provided the construction of social system but logical positivism will provide the 
necessary methodological perspective why the construction of social system is done in the 
way it is. Homogeneousness is required in the different parts of the intellectual system, some 
being successively become positive, while others turning into theological and metaphysical.  
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Arising to a question of classification itself, as well as the objects included under it. It is 
assumed that mutual dependence of the sciences, - of dependence resulting from that of the 
correction. The phenomena should itself determine the arrangement of the system of human 
knowledge before proceeding to investigate this mutual dependence. It is necessary to reform 
the real bounds of classification and settle to what we mean human knowledge as the subject 
of this work. It is assumed within field of human labour that it is either speculation or action 
and due to which we often divide knowledge into theory than practice. This kind of 
classification often ends up in more theoretical than practice and the human notions are kept 
to the minimum.  
From this sought of hypothesis, we often get a lot of factors that contribute for a solid base. 
However, they don’t make it to the intellectual system and it will always seem to lack 
relevance, thus logical positivism posteriors concepts that can give proper justification.  
Logical Positivists 
 
Analytic  Synthetic a posterior statements that are scientific and where observations are 
given justification.  
This however doesn’t determine logical positivists as being concrete presenters 
of the economic system as there is constant conflict between pseudo – science 
and ancient science that seems to be embedded in major economic system.  
Logical positivists also look into the problem of classification of problem & assertions. The 
aim is to reach the goal, unified science, by applying logical analysis to the empirical 
material. They do that by taking meaningful statements into scientific considerations and 
accorded status of knowledge claim (Caldwell 1984:13). Meaningfulness (or cognitive 
significance) was strictly defined on being attributable only to those statements which are 
either analytic (tautologies or self-contradictions) or synthetic (factual statements which may 
be verified or falsified by evidence).  
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This is also to say that metaphysical statements don’t accord to knowledge claim, which is 
why analytical synthetic distinction doesn’t seem to pose any difficulties, the problem lies in 
separating legitimate synthetic statements from metaphysical assertions (Caldwell 1984:14).  
Synthetic Assertion               ‘Verifiability Principle’ 
 True or False   Testability  
 
The testability criteria of the most conservative and dogmatic logical positivist was quite 
strict, a sentence had empirical meaning only if it was capable at least in principle of a 
complete verification by observational evidence and such evidence was restricted by 
observational evidence and such evidence was restricted to what could be observed by the 
speaker and his fellow beings during their lifetimes. The testability criterion was modified 
considerably as time progressed (Caldwell 1984:14). 
“Specification of Criteria of Cognitive Significance” 
Depends on set of measurement operations that can be performed on it and there is no unified 
approach to the status of theoretical terms is in evidence (Caldwell 1984:16).  
Analytic                     Synthetic propositions 
 
Cognitive significance  
 
Concrete        Testability (propositions is meaningful considering its 
possibility to be subjected to empirical test) 
Complete verification by observational evidence is considered empirically meaningful which 
rules out metaphysical arguments (Caldwell 1984:16), tests the status of theoretical terms in 
evidence and on special problems posed by the use of theoretical terms in science.  
 
 
  Vivek Noel Dinker Munigala  
  Roskilde University 
11 
4. Theory  
4.1 Neoclassical 
Neoclassical economists make the basic assumption that the market system is self-adjusting 
towards a general equilibrium, given the time period under consideration is sufficiently long. 
It is argued that market forces will always dominate in the long-run, because short term 
shocks are considered as random and therefore exponentially cancelled out. This means that 
as the neoclassical economists look further into the future, ‘uncertainty’, understood as lack of 
knowledge about these random events, will affect the results of the equilibrium model in a 
significant way and equilibrium economists believe that they have an analytical framework 
that is well suited to give qualified and quantified projections of how socio-economic 
developments might progress over the next 50-100years(Jespersen 2006:62).  
But this contradictory as neoclassical models don’t focus on aggregate demand instead on 
individual behaviour. In relation it is seen that these individuals are only bound to risk rather 
than uncertainty. There is no such thing as random ‘mistakes’ contributing for a zero and seen 
as problematic. With a lot of positivism, uncertainty is as a calculated risk and there is no 
argument within neoclassical model that assumes why market economy shouldn’t be able to 
provide aggregate demand (Jespersen 2006:70).  
Another name for neoclassical framework is Monetarism introduced by Robert Mundell. He 
uses general equilibrium model as an analytical starting point. The idea is driven from a 
simple demand and supply model that refers to a number of macro-markets.  
 Labour market  
 GDP-market 
 Capital market 
 Foreign exchange market 
The differentiating variable here is to achieve price stability at each market and assumptions 
are seen to be in use. The assumptions are based on; 
 Individual optimization  
 Perfect foresight that are based on rational expectations 
 Many competiting factors are introduced 
 Flexible price and wage adjustments are used to equilibrate markets. 
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With these assumptions expectation is to achieve general equilibrium that is caused due to 
flexible market prices otherwise known as ‘Pareto Optimal’.  
In accordance it was assumed that neo-classical models would lead to such progress and a 
helping hand needed was an active government economic policy that ensured the well 
functioning economy and full employment. And they tend to achieve that by the concept of 
the ‘invisible hand’. The invisible hand is known to be free in price setting in combination 
with a strong competition which automatically secures employment and stable prices. 
Monetarists using these assumptions tend to understand that supply of money has no effect on 
the real economy but only affects the price level. 
In summary flow of money, flexibility of price & wages, free market and supply creates its 
own demand according to monetarists.   
4.2 Keynesian 
The proponents of Keynesian believe in activist’s government policies as a tool to control the 
economy. Forged by John Maynard Keynes in the wake of The Great Depression, Keynesian 
economics promotes government spending to stimulate aggregate demand. The core of the 
Keynesian idea is that a combination of public spending and taxation are of primary 
importance in managing demand in order to move to full employment, as this is desirable. 
Keynes theory was rooted in the depression of the 1930’s. Keynes felt that the economic crisis 
showed a major flaw in the free market paradigms. Keynes illustrated that the market forces 
were unable to create the general equilibrium that ensured growth and stability on their own.  
They believed that money had a real effect on the economy by stimulating aggregate demand 
directing towards spending fiscal deficit to stimulate the economy.  
Rigidities of prices and wages are a fundamental function of markets and they adjust very 
slowly to pressure; for instance wages don’t drop instantly as employment is going up.  
However, Keynesian was exposed to harsh criticism during the 1970’s where an influx of 
inflation caused major problems. In response modifications were made to the Keynesian 
approach giving us two major distinctions Post-Keynesian and New-Keynesian.  
Post – Keynesian 
At the core of Post-Keynesian is its methodology, a methodology that is vastly different from 
that of monetarists. They had a more pragmatic approach to economics rather than theory. 
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Instead of setting up parameters to predict the future, Post-Keynesian observes reality and 
focuses on little observable causality to arrive at its conclusions. Thus, Post-Keynesian theory 
emphasizes on not predicting the future but basing on the observed consequences identify 
robust tendencies that will grant some insight into the workings of economic society. Thus 
highlighting the use of fiscal policy to create employment and aggregate demand (Jespersen 
2005:187-188). Post-Keynesian economists, consider ‘uncertainty as a more fundamental and 
hence methodological irreducible concept have to base their analytical system within a 
specific historical context, where knowledge has been recognized to be uncertain, and 
economic structures persistently under-performing, especially in regards to unemployment, 
poverty, inflation and environmental degradation. Following the analytical perspective of 
these uncertainty economists, economic development is dominated by political and individual 
economic decisions which have been made and are being made, inescapably influenced by 
genuine uncertainty due to lack of knowledge in the foundation of their decision making 
process(Jespersen 2006:63).  
New-Keynesian 
Unlike Post-Keynesian opposite approach to Monetarists, New-Keynesian has explanations 
both from Post-Keynesian and Monetarists. As, its approach is based on long term agreement 
and focus on market failures, failures of coordination and numerous other reasons to explain 
recessions and as a critique of laissez-faire economists. The goal of any Keynesian is 
therefore to ensure approximate full employment, and the most useful tool according to them 
is that politicians should focus on demand to make up for market failures and savings 
paradox.  
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5. Analysis  
This part of the paper is based on monetarist/neoclassical and Keynesian thinking. As we 
know that neoclassical thinking is refers to quantity of money and price determination; it 
would function as starting argument for Spain and its entering the Euro.  
Neoclassical thinking took initiation with the Maastricht theory where the central bank was 
given the sole responsibility for price stability without mentioning employment (Jespersen 
2002:20). Any opposition to this from politicians was seen as impeding the smooth 
functioning of the market system.  
However, this agreement didn’t have an acceptance crisis. In 1991 it was solicited by twelve 
governments of which ten were conservatives; ironic isn’t it? 
Two of them were Spain and Greece’s socialist governments that found themselves first in the 
present crisis. Their views at the moment focused on new labour and further integration of 
European integration (Jespersen 2002:20).  
After this enthusiasm towards a more integrated EU the conditionality was in place also 
known as the ‘convergence criteria’.  
 Low inflation 
 Low rate of interest 
 A public deficit not exceeding 3 per cent of GDP 
 Falling public debt 
Whose qualification determined the entrance into the monetary union? It is predecessor to say 
that the convergence criteria have been taken from monetarist thinking. Where, inflation was 
determined by changes in money flow with no serious consideration of a possible relation 
between financial plunges and unemployment (Jespersen 2002:20). At this time there was a 
strong belief on European integration on how these models would work, but as a justifying 
truth Europe still lacks integration and all the models mentioned within monetarism that were 
tend to work in the form of the invisible hand prove useless.  
But it was believed that European integration has brought European countries and their 
markets much closer. It’s true, they did and the members have benefited the most from it. As 
it was the market that was attractive, countries that possessed the potential to gain did so?  
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As an example Spain experienced economic growth. Which leads us into the discussion of 
Spain after entering the euro?   
Spain & Euro & Economic Development 
 
The euro has emerged from its first decade an undisputed success. Economic and Monetary 
Union has underpinned prosperity in the euro area, it has driven the economic integration of 
its members and, in just ten years, the euro has become the world’s second currency, rivaling 
the dollar as a medium for international trade and finance. The central achievement of EMU 
was its anchoring of macroeconomic stability in the euro area (Jimeno 2009:31). 
In accordance Spain has also enjoyed a spectacular growth rate, outpacing the EU and rapidly 
converging with the rest of the euro area economies. Spanish GDP per capita jumped from 
84% of the euro area average in 1999 to 95% in 2007. Meaning they were 5 million jobs 
created since 1999 accounting for on third of the euro area. Spain has in line with the Stability 
and Growth Pact, applied strict management over its public finances. And due to present 
fiscal consolidation present at the time government debt was dramatically reduced and Spain 
was able to post a surplus of 2.2% of GDP in 2007. Therefore, assessment for EMU and the 
Spanish entering into the euro turned out to be very positive. In order to illustrate positive 
development below is a graph showing the numbers in terms of GDP.  
 
 
(Dataset: OECD Economic Outlook No. 90/Spain) 
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The summary of this growth basing on neoclassical reasoning tries to explain that neoclassical 
thinking worked and to large extent it has benefited states that have adopted the Euro but the 
basis for this thinking turned out to be pretty fluid after year 2007. The problem is with the 
limited amount of things and parameters that were taken into consideration. And the utmost 
confidence put on the equilibrium models and the invisible hand. It thereby raises question on 
the matter of relevance and the factors of influence on an economy itself. The characters of 
markets are changing and the markets are very dependent on each other. So, is the 
attractiveness and investors that seek interest in other markets & trade unions? Thereby, 
models and standby parameters that tend to rescue a crisis situation are very unpredictable. 
Because conditions don’t apply for every situation, as of now – for an economy to plunge is 
very easy. So, there is need for an innovative thinking and adjusting certain parameters that 
are relevant to take heed in such situations.  
In order to illustrate the required parameters below is the graph showing the decrease in GDP 
in Spain, it’s true that it has experienced a up sprung after joining the Euro but the 
neoclassical thinking and the conditionality and the equilibrium models didn’t seem to work. 
But instead we see a gradual decrease that needs a requirement of change of theoretical 
approach towards the functioning of the monetary union. It also underlines that instead of a 
theoretical approach towards the present problem a much more realist view is required that is 
based analytic and testability methods.  
  
(Dataset: OECD Economic Outlook No. 90/Spain) 
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5.1 Unemployment  
 
(Dataset: OECD Economic Outlook No. 90/Spain) 
Spain’s experience with the Euro has turned out to be good, regardless of fluctuating public 
sector deficit. Spain’s employment rose and brought great returns. The problem was not 
entirely seen at the moment as countries were enjoying the new adjustments under the 
monetary union.  
Government spending didn’t matter as the economy was doing incredibly good, with people 
being employed. But there was one problem with which also is a reason for huge budget 
deficit. During this upspring; Spain inadequacy to collect adequate taxes might be one of the 
problems. As taxes become the based for a functioning of a sound economy, however they are 
other factors to consider as well. But when applied theoretical thinking to this argument it can 
be explained that this might have inflation effects which the ECB tries to avoid. ECB tries to 
keep the price stability with the use of fiscal policies but the symmetry and relevance is still 
lacking.  
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(Dataset: OECD Economic Outlook No. 90/Spain) 
According to the ECB, Spain has maintained price stability with relevance to inflation rate 
that is based on unemployment rate. It is true that Spain had an increase in employment with 
increase in taxes, but that is due to more and more people being employed. But if Spain has 
redistrubuted the stability it posssessed and growth it experienced to re-invest in private 
sector. It wouldn’t have found itself in the same situation.  
But was it bound to the conditions by the ECB or was it a to good to be true affect. The 
problem within the theoretical thinking towards the EMU it bounds countries to certain 
agreement. That rather makes them lazy or makes them feel being in the EMU would keep 
them safe; as bail-out programmes are on the way. It might be also the blind belief in the 
equilibrium models to do their job but as a matter of fact that are from achieving desirable 
goals. In order for the market forces to do their job, further integration is needed and that is 
not the part of the discussion.  
5.2 Private Sector  
Within this section of the private sector the focus would be on interest rates, this is due to 
show implications on the housing bubble of Spain.  
One the factors that were the reason for the growth of economic activity were real estate. This 
is unconditional as the growth of Spanish GDP has directed towards housing investment. A 
scenario as such results in decreasing demand for other tradable goods in the market.    
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In Spain’s case productive investment, infrastructure investments increased and decreasing 
concentration towards trade market which resulted in trade deficit and, consequently, in 
external debt. Raising implications for a weak market and decreasing attention towards 
private consumption. According to Keynesians, such reliability is pretty sensitive and can lead 
to numerous crises. An investment in private sector and encouraging private consumption that 
is based on tradable goods is quite essential.  
There are also other implications for such crisis to occur in Spain, one of them is the 
availability of abundant credit and unskilled labor (Jimeni 2009:111-112). But as a supporting 
feature EMU membership in a way has encouraged such entail, as it projections towards 
reducing interest rates. It is true that reduction in interest rates can result in an economic boost 
but seriously considering the character of markets in today’s world that is not competitive 
trading countries would rely on. This raises implications for a realist theoretical view of the 
EMU. 
Regardless, it has increased the employment due to its availability of unskilled labor that well 
suited into the construction business (Jimeni 2009:111-112).   
 
(Dataset: OECD Economic Outlook No. 90/Spain) 
 
The improvement in the Spanish economy’s growth expectations as a result of membership of 
the EU first, and of EMU later, the reduction in interest rates and readier access to credit all 
boosted the rise in Spanish household debt. Much of the growth of credit was used to 
purchase real estate assets, which were very attractive under the new macroeconomic and 
financial conditions, giving rise to strong increase in house prices and in activity in the 
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residential construction sector. In turn, the rise in real estate wealth generated fresh increases 
in credit, insofar as real estate acted as collateral for the granting of new loans(Jimeni 
2009:114). 
Finally, with so much concern over the inflation, Spain’s economical development gave rise 
to other problems of housing that was due to low interest rates. It is unreasonable to take into 
accountability the theoretical approach of the EMU towards reality and to expect solutions for 
future challenges.  
In accordance with the above sections and the conditionality posed by the EMU. The 
following discussion will lead us into; what is required? 
5.3 Expansionary fiscal policy  
This section would have implications from Keynesian & combined neoclassical thinking and 
the sustaining facts that have soon being subject able to reality.  
In accordance with the situation, first and foremost there is increasing necessity to obtain 
implement policies for recovery. This we would have to do with an ambitious and coordinated 
European recovery plan which combines immediate support to the banking sector with a 
monetary and fiscal stimulus, decision to launch a cognitive budgetary stimulus for the 
economy, if faced with a collapse in investment. It has become clear that a massive budgetary 
stimulus would be the only effective means of re-starting demand (Jimeni 2009:34). 
As this has been the first time in EMU’s history that expansionary fiscal policies have been 
deemed necessary. However, let me be clear that the stimulus must be differentiated 
according to the fiscal room for man oeuvre available to each country. And it must be timely, 
targeted and temporary – both to maximize its impact and to avoid lasting damage to public 
finances. 
The Stability and Growth Pact is a major asset when it comes to striking a balance between 
short term action to fight the recession but helpless to long term strategies to safeguard 
government budgets. Which is why a realist attribute of boosting the economy is required that 
reflects towards private investments that would increase private consumption. A singular 
attitude towards these problems are relentless, thereby we have to seriously consider other 
market forces. 
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Today, it might be the housing bubble but perhaps in future it might be due to a foreign shock. 
Foreign shocks work through the balance of payments. The real foreign shock may either be a 
shift in foreign demand or supply changing the current account which spills over the into the 
labor market. These imbalances raise implications to modify two policy areas exchange rate 
policy and fiscal policy (Jespersen 2002:17). It is smart to be aware of these factors and not to 
totally rely on European markets to boost the economy, trading countries have competitive 
attitude that extremely focus on trade related mechanisms, seemingly showing interests 
towards their balance of payments. As a personal opinion, to keep sound balance of payments 
should also be included in the theoretical approach of the EMU.  
From a short term perspective, the pace of consolidation needs to be balanced with the effects 
of fiscal retrenchment on growth. The trade-off will depend on the choice of fiscal instrument, 
the size of the multiplier (which is highly uncertain) and whether monetary policy can offset 
the adverse demand effect. Even so, other things being equal, slower consolidation will 
ultimately require more effort to meet a given debt target. 
In order to obtain the given target governments should concentrate on limiting tax-induced 
distortions that are detrimental to growth, notably by broadening tax bases. Governments 
should also emphasize less-harmful taxes, such as those on immobile property.  
Indicative estimates of budgetary gains from spending and revenue measures, which have 
little adverse effect on growth, suggest that countries could achieve consolidation of 7% of 
GDP on average from the cumulative impact of spending and revenue measures. However, 
flanking measures to cushion the blow to those most exposed to additional hardship will add 
spending, and thereby offset some of the potential budgetary gains. 
According to Keynesian reasoning, decreased attention towards production and technological 
innovation stagnates the economy in the long run. Here the argument is not to focus on bubble 
driven growth but instead focus on market related forces. Keynesian reasoning focuses on 
how market forces can create a sustaining economy and on how bubble driven growth is 
temporary and short term. As long term growth can be sustained in an economy in which real 
returns are accumulated by good oriented and involve physical, knowledge, and human 
interaction. In other words, there must be stable income on these real returns as these returns 
are accumulative factors in the long run. And these stable real incomes are inherent to 
production technology or they may arise due to externalities generated in the process of 
capital accumulation. We choose a simple specification that includes externalities from 
physical capital and investigate the existing conditions for bubbles and the effects that bubbles 
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have on the growth rate of the economy and on the welfare of the various generations of 
agents. 
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6. Conclusion  
In the course of the paper, the focus was to show the unreliability over theoretical framework 
over market and factors for a sound economy.  
People lack knowledge on how to manage finances and thereby rely on financial institutions 
to provide guidance. But if the institutions give a metaphysical or theoretical explanation to 
problems there would problems of classification, specification and relevance. As these 
categories undermine the analytic and testability of the available mechanisms. Thereby, it is 
necessary to reform the legal systems and contractual commitments. Here it is the 
expansionary fiscal policy consolidation, that would provide the liquidity to deal with the 
unforeseen obligations and opportunities that sound economies provide. Complicated social 
structures, distinction of vested interests and the resource they embody usually blinds the 
social context in which governments and people must act, giving them less opportunity for 
flexibility and progress.  
As of now, the EMU functioning is blindly metaphysical and historical. Which needs to be 
changed and uncertainty should be dealt as a risk. Uncertainty determines lack of knowledge 
on how many factors for a sound economy, factors such as unemployment, interest rates and 
the importance of private investment.   
Finally, it is to say that Spain has experienced benefits of entering the EMU but the 
parameters in place didn’t seem to function as a helping hand to recover from a possible 
crisis. Implications rise towards an expansionary fiscal policy based on Keynesian thinking.  
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